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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
TRUS- JO ST CORPCRATI ON )

Appear ances:

For Appellants: Murice A Benson
Attorney at Law

For Respondent: Robert L. Koehler
Counsel

OPI1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Trus-Joist
Cor porati on agai nst proposed assessnents of additional
franchise tax in the anounts of $1,129.99 and $4,994.80
for the incone years 1974 and 1976, respectively.



Appeal of Trus-Joist Corporation

The question presented by this appeal is
whet her rental income and gain fromthe sale of certain
property was apportionabl e business incone.

Appellant manufactures building trusses. It
apparently operates a single unitary business within and
w thout California, and uses conbined report procedures
when filing its California franchise tax returns.

Appel lant entered into a 15-year | ease of real
property in Cucanonga, California, with a |ease termfrom
March 1, 1966, through February 28, 1981. The |ease
provi ded an option to purchase, exercisable only during
the following intervals: March through August, 1971;
March through August, 1976; and September 1980 through
February 1981

The property was used in appellant's business
for a short tinme at the beginning of the |ease term but
in February 1968 it was sublet to B.MR Aviation, Inc.
an unrelated conpany. The subl ease apparently contained
an option to ﬂurchase the property from appellant.
Thereafter, the property was sublet at various times to
unrel ated tenants. Except for one short-term month-to-
nmonth tenancy, all of the subleases contained simlar
options to purchase. The original |essor, Lucas Land Co.
(Lucas), acted as real estate broker, attenpting to sel
the property fromthe tine appellant vacated in 1968.

Appel lant finally received an offer to purchase
the property in December 1976. Appellant's option period
had expired in August of that year, but Lucas agreed to
extend the period so that appellant could purchase the
property. Appellant exercised the option and the prop-
erty was sinultaneously sold to the offeror.

During all the appeal years, appellant included
the rental income fromthe property as apportionable
busi ness inconme on its franchise tax returns. It also
reported the gain on the sale of the property as business
income on its 1976 return

Respondent determ ned that the Cucanobnga prop-
erty had been permanently w thdrawn fromthe property
factor at least as early-as 1974. Therefore, it treated
both the rental income and the gain on the sale as non-
busi ness income and elimnated the property fromthe cal-
culation of the property factor for the appeal years.
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Since its adoption by California in 1966, the
Uni form Division of Incone for Tax Purposes Act (UD TPA)
(Rev. & Tax. Code, §§ 25120-25139) has provided a conpre-
hensi ve statutory scheme of apportionnent and allocation
rules to nmeasure California's share of the income earned
by a taxpayer engaged in a nultistate or nultinational
unitary business. UDITPA distingui shes between "business
i ncome," which nust be apportioned by formula, and "non-
busi ness incone," which is allocated to a specific juris-
di ction according to the provisions of sections 25124
t hrough 25127 of the Revenue and Taxati on Code. Business
and nonbusi ness incone are defined in Revenue and Taxa-
tion Code section 25120 as follows:

(a) "Business income" means income arising
from transactions and activity in the regular
course of the taxpayer's trade or business and
i ncl udes incone fromtangi bl e and intangible
property if the acquisition, managenent, and
di sposition of the property constitute integral
parts of the taxpayer's regular trade or busi-
ness operations.

x % %

(d) "Nonbusiness inconme" nmeans all income

ot her than business incone.

The statutory definition of business incone
provides two alternative tests for determ ning the char-
acter of inconme. The "transactional test®" |ooks to
whet her the transaction or activity which gave rise'to
the income occurred in the regular course of the tax-
payer's trade or business. The "functional test" pro-
vides that incone is business inconme if the acquisition,
management, and di sposition of the Progerty giving rise
to the income were integral parts of the taxpayer's
regul ar business operations, regardless of whether the
i ncome was derived froman occasional or extraordinarv
transaction. (Appeal of Fairchild Industries, Inc., Cal.
St. Bd. of Equal™, Aug. I, 1980; Appeal of New York
Football Gants, Inc., Cal. St. Bd. of Equal., Feb. 3
1977, Appeal of Borden, Inc., Cal. St. Bd. of Equal .,
Feb. 3, 1977.)

Capital gains and | osses fromsales of rea

ﬁroperty are apportioned by fornmula if they cone within
t

e definition of business incone (Rev. & Tax. Code,

§ 25128), but are allocable to the state in which the
property is located if they constitute itens of nonbusi -
ness incone. (Rev. & Tax. Code, § 25125.) The | abels
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customarily given itens of income, such as rents or capita
ains, are of no aid in determning whether the incone is
usi ness or nonbusi ness incone; the gain or loss on the

sale of property, for exanple, may be business or nonbusi-
ness income, depending on the relation to the t axpayer'‘s

trade or business. (Cal. Admn. Code, tit. 18, reg.

25120, subd. (a) (art. 2.5).)

Respondent's regul ations provide that gain or
| oss on the sale of property is business incone

if the property while owned by the tax-
payer was used in the taxpayer's trade or
busi ness.  However, if such property was
utilized for the production of nonbusi -
ness income or otherw se was renoved from
the property factor before its sale, ...
the gain or loss will constitute

nonbusi ness i ncorme. (See Regul ations
25129 to 25131 inclusive.)

(Cal. Admin. Code, tit. 18, reg. 25120; subd. (c)(2) art.
2.5).)

Rental incone is considered business incone

if the property with respect to'which the
rental inconme was received is used in the
t axpayer's trade or business or is inci-
dental thereto and therefore is includible
in the property factor under Regul ations
25129 to 25131 inclusive.

(Cal. Admin. Code, tit. 18, reg, 25120, subd. (c)(l) (art.
2.5).)

According to these regulations, the characteriza-
tion of the gain on the sale depends upon the characteriza-
tion of the rental income and whether the property, while
rented, was includible in the property factor. Regulation
25129 provides guidelines for determ ning whether property
is to be included in the property factor:

(a) ... The property factor of the
Pport|onnent formula ... shall include
real and tangi bl e personal property
owned or rented by the taxpayer and used
during the incone year in the regular
course of such trade or business. ...

-11~
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Property used in connection with the
producti on of nonbusiness inconme shall be
excluded from the property factor. ...

(b) . . . Property shall be included in
the property factor if it is actually used
or is available for or capable of being
used during the income year in the regular
course of the trade or business of the
taxpayer. Property held as reserves or
standby facilities or property held as a
reserve source of materials shall be
included in the factor. For exanple, a
plant tenporarily idle or raw nateri al
reserves not currently being processed are
includible in the factor. ... Property
used in the regular course of the trade or
busi ness of the taxpayer shall remain in
the property factor until its permanent

w thdrawal 1s established by an identifi-
abl e event such as its conversion to the
production of nonbusiness incone, its

sale, or the |apse of an extended period
of time (normally, five years) during

whi ch the property is held for sale.

(Cal. Admin. Code, tit. 18, reg. 25129, subds. (a)-(b)
(art. 2.5).)

Applging these regul ations and the statutory
definition of business incone to the facts of this case, we
can only conclude that appellant's Cucanonga property began
produci ng nonbusi ness income, and shoul d have been wth-
drawn fromthe property factor, before 1974. A though the
property was used In appellant's unitary business for a
short time, beginning In 1968 it was fairly conti nuously

| eased to unrelated parties and was, at all tines, held for
sal e.

Appel 'ant has not shown that the property was
“available for or capable of bein% used . . . In the
regul ar course of [its] trade or Dbusiness" at any tine
after March 1, 1968, as required by regul ation 25129,
subdivision (b), supra. No contention has been nade that
the property was held in reserve as a standby facility.

Appel | ant contends that, under certain market
conditions and because of its limted option to purchase,
more than the "normal" five years should be allowed while
the property was held for sale before an "extended period
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of time" is considered to have | apsed. However, appellant
has not proven that any abnormal or adverse market condi -
tions existed. In addition, since the property was finally
purchased and sold at a tinme when apPeIIant's option under
the | ease had | apsed, we are not inclined to consider the
option as a particularly limting factor.

In any case, appellant's reliance solely on the
"l apse of tine" condition in regulation 25129 is m sgui ded.
That is only one way in which property may be w thdrawn
fromthe property factor. Here, the identifiable event
whi ch caused the w thdrawal of the property fromthe prop-
erty factor was the cessation of its use in the unitary
business and its subletting to an unrelated entity for an
extended period of time. (See Cal. Admin. Code, tit. 18,
reg. 25129, subd. (b), Ex. (c) (art. 2.5).)

Because the property began produci ng nonbusi ness
i ncome and shoul d have been withdrawn from the property
factor before 1974, both the rental income produced during
t he appeal years and the gain on the sale were correctly
characterized by respondent as nonbusiness incone, allo-
cable entirely to California. Respondent's action, there- ‘
fore, nust be sustained.

._13._
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ORDER

Pursuant to the views expressed in the opinion
of the boardon file in this proceeding, and good cause
appearing therefor,

| T | S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Trus-Joist Corporation against proposed assess-
ments of additional franchise tax in the amunts of
$1,129.99 and $4,994.80 for the income years 1974 and 1976,
respectively, be and the sanme is hereby sustained.

Done at Sacranmento, California, this 1st day
of August , 1984, by the State Board of Equalization,
wi th Board Menmbers M. Nevins, Mr. Dronenburg, M. Collis,
Mr. Bennett and Mr. Harvey present.

Ri chard Nevi ns , Chai rman

Ernest J. Dronenburg, Jr. , Menber

Conway H Collis , Menber
WIlliam 1. Bennett . Menber
Wl ter Harvey* . Menber

*For Kenneth Cory, per Governnment Code section 7.9
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